Appendix R

May 7, 2001
To: SEC Advisory Committee on Market Information
From: Simon Johnson, MIT

There has been congderable discussion during our meetings and in various
memos about the potentia benefits and cogts of switching to avery different system of
distributing market information (i.e., some form of multiple consolidator modd without
the Display Rule).

We have talked at length about potential benefits. Let me elaborate on some of
the economic risks.

The Regulatory Mechanism

1. Market regulation in the US relies on a delicate baance between decisions and
interventions by the SEC, rule-making and enforcement by SROs, self-palicing by
other market participants, and of course ultimate reliance on the court system.

2. The US system has been uniquely successful in that it alows competition between
market centers (including a remarkable degree of entry by new centers) while
maintaining overdl high standards, for example price transparency from the
perspective of individua investors. Moving to amode of multiple consolidetors
without the Display Rule could upset this findy tuned regulatory mechanismin
severd ways.

3. If changing the mode of consolidators undermines the ability of SROs to adequatdly
fund their sdf-regulatory functions, this damages a key piece of the regulatory
mechaniam. How exactly will rules be enforced and by whom? Will the qudity of
SRO oversght be impaired? The committee still needs to address these issues
directly.

4. Inaddition, for effective regulation there need to be clear and transparent minimum
standards that the regulators, the courts, the SROs and other market participants can
observe and enforce. Clearly the Display Rule (and particularly the NBBO) playsthis
role in the current system. If moving to multiple consolidetors is accompanied by
abolishing the Display Rule/NBBO, the regulatory mechanism will be much harder to
operate. Satisfying “best execution” obligations also may become more complex.

5. The US securitiesindustry currently benefits from a“light touch” regulatory system.

If you remove the tools that make this possible, either the regulator (and legidator)
will have to mandate a much more intrusive and restrictive modd of regulation or
there will be lessregulation. Less regulation may seem appeding, but it has
potentialy dangerous economic consegquences in terms of both market power and

qudlity.




Market Power

1.

Market power arisesin any Stuation where thereis price setting rather than price
taking. Inamarket with differentiated goods or imperfect subgtitutes there is dways
some degree of market power. The question is to what extent the price setter feds
congtrained by potential competition, the response of consumers, and regulators.
Much of our discussion has focussed on actual competition, i.e., the dternative
providers to whom consumers can turn if they are not satisfied with a product or
sarvice. Theintendty of competition in US securities markets is an important
outcome of the current regulatory system, but there is no guarantee it would survive
the trangition to multiple consolidators without the Display Rule.

All price setting is“locd”, in the sense thét it is relative to the competitors and
consumers who are offering/looking for the same service a the same moment in time,
Ingenerd it is codtly for consumers to search between segments at one moment or
even over time. It isthese search costs that unavoidably create differentiated products
and potential market power.

Many members of the committee seem to assume that multiple consolidators will
necessaxily lead to more competition. But thisis definitely not the caseif it leadsto
fragmentation of market information (for example, because the Display Ruleis
abolished) and greater search costs for consumers (e.g., small investors).

Inany market, firms naturaly move to sell goods that cannot easily be compared,
each carving out its own niche, and fragmentation is the natural result. Whilethisis
tolerable in many Stuations (outsde of financia markets), fragmentation is not
conducive to overdl financid development and to the fair treetment of smdll
investors. Note that innovation may reduce search costs (and has under the current
Nationd Market System), but it can adso increase them — for example if the
innovators with deep pockets have an incentive and opportunity to creste more
fragmented markets.

Current congtraints on market power do not necessarily imply the moderation of
market power with multiple consolidetors (particularly without the Display Rule).
For example, there may be a period of intense competition, followed by the
development of market power. Thisisthetypica experience of deregulation.

In fact, under a new system with multiple consolidators, it may become harder for
new market centers to enter, for example if there are no requirements to distribute
their information. In this case, the longer-term effects would be to reduce actua and
potentia competition. Note that innovation islikely to decrease rather than increase
in this scenario.

If this happens, what would be the right response of the regulators and legidators?
There would be a strong economic case for further regulation and even rate setting. It
is much more appeding and sgnificantly eader to sat rates when there are rdatively
few producers with consderable market power and when there is no new entry.

We should keep in mind the following points about the economics of market power
(which have dready arisen during our discusson).

Market power can exist even if pricesarefaling. Thisispossibleif costsare dso
faling, for example due to innovation on the part of information technology



providers. In acomplex busness with differentiated goods, there is dways some
degree of market power.

b) Market power can exist even if customers are represented on the governing body of
the organization setting prices. It may be helpful to have customer representation, but
given that al the customers cannot be represented, this cannot diminate market
power. In fact, strong representation of large customers could lead to rules or
practices that favor them relative to smal investors. Just because alarge firm has
smdl investors as its customers does not necessarily imply that it will dways and
everywhere act in their best interests.

c) Market power does not imply setting infinite prices. It means setting prices above the
purdy compstitive level. A for-profit organization typicaly sets prices a the most
profitable level and has a problem with its shareholdersiif it does not.

Quadlity

1. Thereisanimpresson among some that market participants can be relied upon to
ensure good behavior without much regulatory oversght. Thisis not consstent with
the available evidence on how financia markets develop.

2. The problem does not lie with the mgority of market participants. They obvioudy
gain subgtantid vaue from guarding their reputations. Great names in finance only
occasondly engage in questionable practices (usualy when their overdl businessis
introuble or if there is a problem with interna controls.)

3. Themain problem lieswith some of the relatively smdl fringe players. 1t is often
relaively hard for some these organizations to compete on the basis of having a great
reputation (athough otherswill build reputations and become the great names of the
future). Some of these firms will offer a product with lower qudity. This offer will
attract less informed consumers who will either consstently overpay or pay too much
for awhile and then drop out in frustration.

4. In many markets high and low reputation players can coexist. The danger for
financid marketsis that relatively few dishonest players can ruin the market for
everyone. If smdl investors fed that prices are not transparent or trading isin some
other sense “unfair’ they will withhold their business. This has happened in the past
in the US and could happen again.

5. Although many smdl investors are well informed, some are not. It isthis second
group that would redly lose out if information is fragmented and not of consistently
high qudlity.

6. Jud relying on the duty of best execution is unlikely to be enough to maintain
consstent quality across al markets and al customers. In particular, without a
Display Rule, the ahility of the consumer (or the regulator or the courts) to measure
the quality of execution may become much more difficult.

7. Giventhergoidly faling cogts of providing information and the move to
decimdization, the best way to protect individua investors is probably to increase,
rather than reduce, the mandatory minimum of information that must be provided

(and displayed).



Mos Likely Outcomes

1

2.

Moving to amode of multiple consolidators would likely not change much aslong as
the Display Ruleis kept.

Aboalishing the Display Rule might initialy lead to more competition. However, this
would likely lead rapidly to fragmentation of market information and grester market
power in particular ssgments. There would be less entry by new market centers.
The quality of some services would also most likely be compromised, particularly for
rdaivey smdl investors. Given that it would be much harder for the SEC and other
parts of the regulatory system to function, there would be a mounting sense of
frudration.

The result would be growing pressure for re-regulation. Thiskind of pressureis
typicaly stronger when the economy is wesker and when there have been well-
publicized problems.

Indl likelihood the ultimate response would be grester regulation, including
potentialy more detailed controls and rate setting of the form that existsin other
industries.

Moving to a new system of market information may convey benefits as well as these
cods. However, the benefits are likely to be incremental and captured by particular
market players. The costs are likely to be systemic and borne largely by some smdll
investors. The cogts could dso potentidly be very large, both in the short-term and if the
fina outcomeis aless efficient sysem. Given that the current system for distributing
market information workswell (i.e, is congstent with innovation, lower prices, and
consgtently high qudity servicesfor amdl investors), isthere redly a case for radicd
change?



